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SUBJECT: VentureStar® Spacecraft & Launch Site Credit

SUMVARY

This provision would create a wage credit and property credit for the

Vent ureSt ar ® spacecraft and | aunch site (VentureStar® credits). The VentureStar®
credits would apply to taxpayers under initial contract or subcontract to

manuf acture property for ultimate use in a VentureStar® spacecraft or |aunch
site.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmediately. However, the bil
specifies that it would apply to taxable or inconme years beginning on or after
January 1, 2001, and before January 1, 2006.

LEG SLATI VE H STORY

AB 2361 (1995/1996), AB 390 (1997/1998), AB 1779 (1997/1998), AB 2797 (Stats.
1998, Ch. 322).

PROGRAM HI STORY/ BACKGROUND

The National Aeronautics and Space Adm nistration (NASA) has been working in
partnership with private industry to devel op the next generation of space
vehi cl es, known as reusabl e | aunch vehicles (RLVS).

The X-33 and X-34 prograns were initiated in direct response to the Nationa
Space Transportation Policy with the primary goal of reducing NASA s | aunch
costs. These prograns provide the incremental technol ogy devel opnent and
demonstrati on and busi ness planning that will help determ ne the appropriate
approach to an operational |aunch systemto reduce NASA s | aunch costs.

The X-33 programis a larger and nore aggressive experinmental flight programthan

the X-34. It conbines business planning with ground and flight denonstrations of
advanced structures, materials and propul sion systemtechnol ogies. The X-33
programincludes a half-scal e experinmental denonstrator that will begin flight

testing in the sumrer of 1999.

The X-33 technol ogy denonstrator is being devel oped by a team|ed by Lockheed
Martin Skunk Works under cooperative agreenment with NASA. The X-33 suborbita
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demonstrator will pave the way for a comrercially devel oped, reusabl e space pl ane
that Lockheed Martin calls VentureStar® VentureStar® will be a single-stage-to-

orbit (does not drop tanks and rocket boosters along its flight path), fully
reusabl e space delivery system(simlar to an airplane) that is scheduled to
begin operations in 2004. Between flights the VentureStar® will sinply undergo
i nspection, refueling, and reloading. There will be no conmponents to

remanuf acture and reassenble. By reusing the entire vehicle, VentureStar® wi ||
have a dramatically | ower cost of operations, thereby offering space
transportati on services at a nmuch | ower cost.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or as investnent
property. The property nmust have a useful life of nore than one year and

i ncl udes equi pnent, machi nery, vehicles and buil di ngs but excl udes | and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business (e.g., enployee wages
and benefits).

Exi sting state | aw all ows taxpayers to use various credits agai nst tax such as
the Manufacturers’ Investnment Credit (MC), econonic devel opment area'! sales or
use tax credits and hiring credits, and the Joint Strike Fighter (JSF) credits.

MC

The M C allows qualified taxpayers a credit equal to 6% of the anpunt paid
or incurred after January 1, 1994, for qualified property that is placed in
service in California. A qualified taxpayer is any taxpayer engaged in
manufacturing activities described in specified codes in the Standardize

I ndustrial Codes (SIC) Manual.

Sal es or Use Tax Credits

The sales or use tax credit is allowed for an anount equal to the sales or
use taxes paid on the purchase of qualified property for exclusive use in an
econom ¢ devel opnent area (except an MEA). The anmount of the credit is
limted to the tax attributable to econom c devel opment area incone.

Hiring Credits

A business located in an econonm c devel opment area may reduce tax by a
percent age of wages paid to qualified enployees. A qualified enployee nust
be hired after the area is designated as an econoni c devel opment area and
must neet certain other criteria. At |east 90% of the qualified enployee’s
work must be directly related to a trade or business |located in the economc

1 Econonic devel opnent areas include Enterprise Zones, the Los Angel es Revitalization Zone (LARZ),

Local Agency MIlitary Base Recovery Areas (LAMBRAs), Targeted Tax Areas (TTAs) and Manufacturing
Enhancenent Areas (MEAs).



Senate Bill 85 (Knight)
| ntroduced Decenber 7, 1998
Page 3

devel opnent area and at | east 50% nust be perfornmed inside the economc
devel opnent area. The taxpayer may claimas a credit up to 50% of the wages
paid to a qualified enpl oyee agai nst tax inposed on econonic devel opnent
area inconme. The credit is based on the |esser of the actual hourly wage
paid or 150% of the current mninmum hourly wage (202% of the m ni num wage
for certain aircraft manufacturer enployees within the Long Beach Enterprise
Zone) .

JSF Credits

For taxable or incone years beginning on or after January 1, 2001, a wage
credit and property credit is provided for taxpayers under initial contract
or subcontract to manufacture property for ultimate use in a Joint Strike
Fighter (the next generation strike aircraft weapon systens).

The JSF wage credit is equal to a specified percentage (50% for 2001, 40%
for 2002, 30% for 2003, 20% for 2004 and 10% for 2005) of enployee wages
that are treated as direct costs under Section 263A of the Internal Revenue
Code (IRC) allocable to property manufactured in this state for ultinmte use
ina JSF. The wages can be paid to new or existing enpl oyees whose services
for the taxpayer are at |least 90% directly related to the contract or
subcontract to manufacture property for ultimate use in a JSF. The credit
islimted to $10,000 per year, per enployee, and is prorated for partial
years.

The JSF property credit is generally patterned after the MC. It is equa

to 10% of the cost of qualified property. Qualified property neans tangible
personal property (I RC Section 1245(a)(3)(A)), and capitalized | abor costs
that are treated as direct costs under Section 263A of the IRC allocable to
that property, used by a taxpayer primarily in activities to manufacture a
product for ultimte use in a JSF.

This bill would create a wage credit and a property credit for the VentureStar®
spacecraft and VentureStar® | aunch site (VentureStar® credits) patterned after
the JSF credits. The VentureStar® credits would apply to taxpayers under initial
contract or subcontract to manufacture property for ultinate use in a
VentureStar® spacecraft or launch site. Any excess credit could be carried
forward for up to eight years. No credit would be allowed unless the bid upon
whi ch the VentureStar® contract or subcontract is based is reduced by the credit
anount. The taxpayer would be required to provide, at the request of the
Franchi se Tax Board, all references to the credit and ultimate cost reductions
incorporated into any successful bid that was awarded a VentureStar® contract or
subcontract.

The wage credit would be equal to a specified percentage (50% for 2001, 40%for
2002, 30% for 2003, 20% for 2004 and 10% for 2005) of enpl oyee wages that are
treated as direct costs under Section 263A of the IRC allocable to property
manufactured in this state for ultimte use at a VentureStar® | aunch site | ocated
in California or in the manufacture of a VentureStar® spacecraft in California.
The wages could be paid to new or existing enpl oyees whose services for the
taxpayer are perfornmed in California and at |east 90% directly related to the
contract or subcontract to manufacture property for ultimate use in VentureStar®
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in California. The credit would be Iimted to $10, 000 per year, per enployee,
and woul d be prorated for partial years.

The property credit would be equal to 10% of the cost of qualified property.
Qualified property would mean tangi bl e personal property (IRC Section
1245(a)(3)(A)), and capitalized | abor costs that are treated as direct costs
under Section 263A of the IRC allocable to that property, used by a taxpayer
primarily in activities to manufacture a product for ultimate use in a
VentureStar® spacecraft or launch site in California.

Certain types of property would be excluded fromthe definition of qualified
property, including furniture, inventory, equipnment used to store finished
products that have conpl eted the manufacturing process, and tangi bl e personal
property used in adm nistration, general managenent, or marketing. The bil
woul d provide special rules for costs paid pursuant to a binding contract and
| eased property.

The credit would be recaptured if, within one year of being placed in service,
the property is sold, noved out of state or used for purposes other than

manuf acturing a product for ultimate use in a VentureStar® spacecraft or |aunch
site.

The taxpayer would not be allowed this credit and the MC for the sane property.

PCLI CY CONSI DERATI ONS

This bill would raise the follow ng policy considerations.

This bill would all ow taxpayers |ocated within an enterprise zone to
claimthe VentureStar® credits and an enterprise zone credit (e.g.
sales or use tax credits and hiring credit) based on the sane
expenditure or wage. The enterprise zone credit provisions do not
restrict the taxpayer to one credit based upon a single investnment or

enpl oyee.

In addition, the wage credit and the qualified property credit
overlap since capitalized | abor costs that are treated as direct costs
under Section 263A of the IRC would be eligible for both credits (plus
any existing credits that do not contain provisions restricting the
taxpayer to one credit based on a single investnent or enpl oyee).

Conflicting tax policies cone into play whenever a credit is provided
for an expense itemfor which preferential treatnment is already
allowed in the formof an expense deduction or depreciation deduction.
This bill would have the effect of providing a double benefit for that
expense item On the other hand, nmaking an adjustnent to limt
deductions or reduce basis in order to elimnate the doubl e benefit
creates a state and federal difference, which is contrary to the
state’'s general conformty policy.

Cenerally credits are designed to encourage specific behavior in the
taxpayer. For exanple, the M Cis nmeant to encourage manufacturers to
choose California as the site for their manufacturing activities.
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Information on the Venturestar® website nakes it appear that deci sions
regardi ng the spacecraft and | aunch site have already been nade.

| npl emrent ati on Consi der ati ons

This bill would require the taxpayer to be under “an initial” contract or
subcontract to manufacture property for ultimate use in a VentureStar®
spacecraft or launch site. It is unclear whether an “initial contract”

could include nodifications to that contract. This could |ead to disputes

bet ween taxpayers and the departnent.

The requirenent to reflect the credit in the bid does not require that the
bid be reduced by the allowable credit, only that the bid reflect the
credit. The neaning of that requirenment nust be clarified so the departnent
can inplenent this bill in accordance with the author’s intention

Techni cal Consi der ati ons

Amendnents 1 through 4 woul d change references fromthe JSF credits to the
VentureStar® credits.

Anmendnent 5 would correct a reference to the MC

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the department’s costs.

Tax Revenue Esti mate

Revenue | osses for this bill over the initial three-year period are

estimated to be as foll ows:

This estimate does not take into account any change in enpl oynent,

i ncone, or gross state product that may result fromthis bil

Fi scal Year Cash Fl ow I npact
I ncorme/ Taxabl e Years Beginning On or After Jan. 1, 2001
$ MIlions
2000-01 2001- 02 2002-03
Property Credit (m nor) (3) (3)
Wage Credit (3) (28) (26)
Tot al (3) (31) (29)

Tax Revenue Di scussion

State revenue effects depend on the val ue of
California as part of the VentureStar® project.

per sonal

becom ng | aw.

i nvest nent and wages paid in

Thi s anal ysi s assunes t hat

credits could be clainmed in the year in which the federal governnent
di sburses noney under the VentureStar® program The credits could not be
taken on any investnment for which MCis being claimned. Qherwise, it is

assuned that the credit would be in addition to any other credits/deductions
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currently allowed for such expenditures. These credits would be avail able
only for VentureStar® contracts and subcontracts that specifically reflect
the use of these credits.

The federal government budgeted $282.8 mllion for a precursor to the
VentureStar® (the X-33) in 1999 (www. venturestar.con). |n addition, NASA
has set aside $760 mllion in out-year placeholder funds for |aunch system
devel opnent (NASA appendi x of the federal budget). This estinmate assunes,
therefore, that NASA will spend about $300 million annually on the
VentureStar® program Because the |aunch site for the VentureStar® is
expected to be Edwards Airforce Base, this estimte assunes that

approxi mately 80% of the work on the project would be perforned in

Cal i fornia.

O her assunptions include:

40% of all VentureStar® contracts woul d be spent on qualified
i nvest ments.

40% of all VentureStar® contracts woul d be spent directly on wages of
qgualified enployees. In addition, 40% of subcontracts for qualified

i nvestnents woul d be spent on wages of qualified enpl oyees. However,
because the credit would be limted to $10,000 per enployee, it is
estimated that the wage credit woul d be approximtely 25% of total wages
in 2001. As the structure of the credit changes, the credit as a
percentage of total wages declines to just under 10% by 2005.

As a result of regular tax liability and alternative m ni numtax
limtations, 70%of credits would be used in the year in which they are
generated. The nunbers in the table reflect credits used.

BOARD PCSI TI ON

Pendi ng.
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23638

On page 6,

23639

On page 12,

17053. 38

On page 16,

17053. 39

On page 21,

23649

Mari on Mann DedJong
(916) 845-6979
Doug Bramhal |

FRANCH SE TAX BOARD S
PROPOSED AMENDMENTS TO SB 85
As | ntroduced Decenber 7, 1998

AVENDIVENT 1
line 32, strikeout “23636” and insert:

ANVENDIVENT 2

line 12, strikeout “23637" and insert:
AVENDIVENT 3

line 34 strikeout “17053.36” and insert:
ANVENDVENT 4

line 12, strikeout “17053.37” and insert:
AVENDIVENT 5

line 28, strikeout “23049” and insert:



